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Preface
This is the third edition of this booklet. The first edition was
issued in July 1940, the second in March 1951. This edition, like
the earlier ones, is intended to provide guidance as to proper
and adequate procedure for independent audits of savings and
loan associations to meet the needs of the investing public, the
management of such associations, and the supervisory authorities.
Authorized representatives of the Accounting Committee of the
United States Savings and Loan League and of the Accounting
Division of the American Savings and Loan Institute have again
reviewed and accepted the program as outlined herein. Authorized representatives of the Division of Examinations of the
Federal Home Loan Bank Board also have reviewed the booklet
and have approved the technical auditing procedures described
insofar as they relate to Federal Home Loan Bank Board requirements.
The principal purpose in revising the booklet is to give effect
to developments that have occurred since 1951. This edition has
undergone extensive revision, including recognition of changes
in supervisory regulations, new sections to keep pace with the
growth of the industry, an expanded appendix, and wider coverage in those areas requiring clarification [i.e., the auditor's
responsibility for the discovery of fraud (pages 7-10), recognition
of special problems involved in the review of internal control
(page 13), treatment of losses (page 41), appropriations to general reserves (page 44), illustrative financial statements (pages
51-52), and the auditors opinion (page 53)].
Independent auditors who serve savings and loan associations
will find it helpful to acquaint themselves with the items listed
in the selected bibliography in Appendix D.
Committee on Savings and Loan Auditing
September 1962
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Audits of
Savings and Loan Associations
Introduction
The auditing procedures outlined in this bulletin are intended
as a guide to certain special features of audits of savings and
loan associations and to assist the independent auditor in determining the scope of the work for each individual audit. It is not
to be regarded as establishing inflexible requirements, and it
is not intended to limit or supplant individual judgment, initiative, imagination and vigilance. The program for each audit
must be designed to meet the requirements of the particular
situation, giving careful consideration to the adequacy of the
system of internal control and the internal audit program, if
any, and to the requirements of the federal or state supervisory
authorities. Ordinarily, the independent auditor's opinion (see
page 53) will state that the audit was made in accordance with
generally accepted auditing standards, and accordingly included
such tests of the accounting records and such other auditing
procedures as were considered necessary in the circumstances.
The independent auditor should carefully point out to the
management and directors of savings and loan associations that
although some of the specific procedures discussed later in this
publication are required by the Examining Division of the Federal Home Loan Bank Board and may result in the discovery of
defalcations or other fraud, there is no intent to expand the
responsibility of the independent auditor beyond that set forth
in Statement on Auditing Procedure No. 30.
7

In making the ordinary examination, as well as in making
an examination of a savings and loan association, the independent
auditor is aware of the possibility that fraud may exist; financial
statements may be misstated as the result of defalcations and
other similar irregularities, deliberate misrepresentation by management, or both. He recognizes that any fraud, if sufficiently
material, may affect his opinion on the fairness of the presentation of the financial statements, and his examination, made in
accordance with generally accepted auditing standards, gives
consideration to this possibility. However, the ordinary examination incident to the expression of an opinion on financial
statements is not primarily or specifically designed, and cannot
be relied upon, to disclose defalcations and other similar irregularities, although their discovery may result. Similarly, although
the discovery of deliberate misrepresentation by management
is usually more closely associated with the objective of the
ordinary examination, such examination cannot be relied upon
to assure its discovery. The responsibility of the independent
auditor for failure to detect fraud (which responsibility differs as
to clients and others) arises only when such failure clearly results from noncompliance with generally accepted auditing
standards.
Reliance for the prevention and detection of fraud should be
placed principally upon the maintenance of an adequate accounting system with appropriate internal control. The wellestablished practice of the independent auditor of evaluating
the adequacy and effectiveness of the system of internal control
by means of tests of the accounting records and related data and
of relying on such evaluation and tests for the selection and
timing of his other auditing procedures has generally proved
sufficient for the purpose of expressing his opinion. If an objective
of an independent auditor's examination were the discovery of
all fraud, he would have to extend his work to a point where its
cost would be prohibitive. Even then he could not give assurance that all types of fraud had been detected or that none
existed because items such as unrecorded transactions, forgeries,
and collusive fraud would not necessarily be uncovered. It is
8

generally recognized that good internal control and fidelity bonds
provide protection more economically and effectively. (In the
case of fidelity bonds, protection is afforded not only by the
indemnification for discovered defalcations, but also by the possible deterrent effect upon employees; the presence of fidelity
bonds, however, does not affect the scope of the ordinary examination. )
When an independent auditors examination leading to an
opinion on financial statements discloses specific circumstances
which arouse his suspicion as to the existence of fraud, he should
decide whether the fraud, if in fact it should exist, might be of
such magnitude as to affect his opinion on the financial statements. If the independent auditor believes that fraud may have
occurred which could be so material as to affect his opinion,
he should reach an understanding with the proper representatives
of the client as to whether the independent auditor or the client,
subject to the independent auditor's review, is to make the investigation necessary to determine whether fraud has in fact occurred
and, if so, the amount thereof. If, on the other hand, the independent auditor concludes that any such fraud could not be so
material as to affect his opinion, he should refer the matter to the
proper representatives of the client with the recommendation that
it be pursued to a conclusion.
If during the course of the engagement, the independent auditor discovers any defalcation or other violation of criminal laws,
he should request the client to notify the proper authorities,
including the Chief Examiner of the Federal Home Loan Bank
Board district in which the institution is located.
The subsequent discovery that fraud existed during the period
covered by the independent auditor's examination does not of
itself indicate negligence on his part. He is not an insurer or
guarantor and, if his examination was made with due professional skill and care, in accordance with generally accepted
auditing standards, he has fulfilled all of the obligations implicit
in his undertaking.
Lack of understanding on the part of the client as to the
extent of the independent auditor's responsibility is a potential
source of serious trouble. To minimize the possibility of a later
9

misunderstanding, it is advisable to follow one of the following
procedures: send a letter to the client before the work is started
outlining the extent of the independent auditor's responsibility;
cover the matter in an acceptance letter or a letter of transmittal
accompanying the report; or obtain a written statement from the
client such as follows:
We understand you have examined or tested accounting records
of the association and other supporting evidence by methods and
to the extent you deemed appropriate for the purpose of expressing
an opinion on the financial statements, but that such test examination would not necessarily disclose irregularities should any
exist. No shortages or other irregularities have been discovered
that have not been disclosed to you.

An important factor in the independent audit of a savings and
loan association is the association's compliance with applicable
laws, regulations and rulings, or specific orders of supervisory
authorities. As a general guide, any infractions of laws, rulings
or regulations, or noncompliance with specific orders of supervisory authorities which could materially affect the financial
position of the association, or the personal liability of its directors
or officers, must be considered. The responsibility of the independent auditor in this connection extends at least to calling
attention to matters that might be construed as violations. The
independent auditor should not attempt to rule on matters of
law — any questions of a legal nature which have a material
bearing on the financial statements should be resolved by obtaining an opinion from the association's counsel before the auditor's
report is issued.
Federal and State Regulation
Any building and loan association, savings and loan association, co-operative bank, homestead association, insurance company, or savings bank is eligible to become a member of, or
a nonmember borrower of, a Federal Home Loan Bank, if such
institution: ( 1 ) is duly organized under the laws of any state
or of the United States; (2) is subject to inspection and regula-

lo

tion under the applicable laws of the state or of the United States;
and ( 3 ) makes such home mortgage loans as, in the judgment of
the Federal Home Loan Bank Board, are long-term loans. There
are certain additional requirements for eligibility, relative to
such matters as financial condition, character of management,
home-financing policy, net cost of financing to the home owner,
etc.
Federal savings and loan associations are chartered by the
Federal Home Loan Bank Board under the provisions of Section
5 of the Home Owners' Loan Act of 1933, as amended. The
Board has issued Rules and Regulations for the Federal Savings
and Loan System (Chapter V(C), Title 12, of the Code of
Federal Regulations). These rules and regulations contain many
provisions relating to matters that will be dealt with in the
audit. The independent auditor should familiarize himself with
the applicable requirements and incorporate the necessary auditing procedures in the program.
The savings and investment accounts of all federal savings
and loan associations are required to be insured by the Federal
Savings and Loan Insurance Corporation under Title IV of the
National Housing Act, as amended. Other eligible savings and
loan, building and loan, or homestead associations, or co-operative banks, may also obtain such insurance from the Corporation.
Rules and Regulations for Insurance of Accounts (Chapter V(D),
Title 12, of the Code of Federal Regulations) have been issued
by the Corporation. The independent auditor should also familiarize himself with the current provisions of the insurance regulations and should satisfy himself that the insured association is
complying with them.
Where the association is organized under the laws of a state,
it is necessary for the independent auditor to take cognizance of
any applicable requirements of the state laws and of the regulations issued by the department which has supervision of the
association.
Under Rules and Regulations for Insurance of Accounts, all
federal associations and state-chartered associations whose accounts are insured by the Federal Savings and Loan Insurance
Corporation are subject to examination by the Division of Exam11

inations of the Federal Home Loan Bank Board. Frequently,
examinations of state-chartered institutions by the Division of
Examinations of the Federal Home Loan Bank Board are made
jointly with the state regulatory authority which examines and
supervises state-chartered associations.
The Division of Examinations of the Federal Home Loan
Bank Board accepts a satisfactory independent audit or an "approved internal audit program" as constituting a test of the
integrity of the accounts. In such cases, the Division of Examinations makes what it calls supervisory examinations (as distinguished from audits). The scope of such supervisory examinations
is pointed principally to ascertaining whether the association
is being operated soundly, and is following the laws and regulations. To accomplish the objective of the supervisory examination, usually it is not necessary for the examiners to perform all
the audit procedures that are required of an independent auditor
to express an opinion onfinancialstatements.
Reference is made to Appendix B as to where a statement may
be obtained of the minimum requirements for an independent
audit to be acceptable to the Federal Home Loan Bank Board.
The modifications in the scope of state supervisory examinations
of state-chartered associations that have independent audits
vary from state to state. It is not practical to cover each state
in this bulletin; however, it may be said that in many states the
policy is quite similar to that of federal authorities. It will be
necessary to determine the specific modifications from the proper
authority in each state. In some states, supervisory fees are on
an assessment basis and the association will receive no reduction
even though an independent audit has been made and the scope
of the supervisory examination has been reduced.
Date of Audit
In most cases the fiscal year of the association ends on December 31, and the annual meeting of members is held in the following January. The annual statement is ordinarily made public
during the first few days of January. This does not allow sufficient time for the independent auditor to complete his audit.
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Consequently, the statement usually does not carry the independent auditors opinion. In such cases, there is no particular
need for the audit to be made as of the close of the fiscal year.
Accordingly, many associations have their audits performed at
a time more convenient to both the independent auditor and
the association, for it is not necessary that the audit be made
at the same date each year; however, the audit should always
cover the period since the last audit. Selection of the date can
be left to the independent auditor, thus making possible surprise
audits. In such cases, the independent auditor should time his
work to avoid conflict with federal or state examinations.
When the audit is made as of a date agreed upon in advance,
the independent auditor can usually perform a considerable portion of his work prior to the audit date. This will relieve the
peak requirements, not only for the independent auditor, but
also for the employees of the association. For example, the papers
in support of loans receivable can be inspected, trial balances of
the loan accounts and the savings accounts can be compared with
the subsidiary ledgers and balanced with the control accounts,
confirmation of loan accounts and savings accounts can be largely
completed, the minutes can be reviewed and the transactions
authorized therein can be traced to the accounts, detailed tests
of cash receipts and disbursements for any months selected other
than the last month of the period can be completed, tests of
income and expenses can be made, and many other audit steps
can be started. Where the work on the loan accounts and the
savings accounts is done at a preliminary date, appropriate review and test should be made of the interim changes in the
control accounts.
When the audit is to be made as of a date agreed upon in
advance, certain aspects of the surprise element should be preserved by performing interim audit procedures without advance
notice to the association.
Internal Control
The selection of auditing procedures, their timing, and the
extent of tests, will depend largely upon the independent au13

ditor's judgment of the adequacy and effectiveness of the system
of internal control. By internal control is meant the methods and
procedures in effect within the association to safeguard the cash
and other assets and to check the accuracy of the accounting.
Internal control involves the segregation of duties among employees in such a way as to provide a system of checks and balances and to minimize the possibility of irregularities. The
objective is to provide the maximum safeguards practicable in
the circumstances, giving due consideration to the risks involved
and the cost of maintaining the controls. Many larger associations
have internal auditors who conduct periodic or continuous audits
of the transactions to supplement established controls.
The independent auditor's review of the system of internal
control as a basis for determining the scope of his work involves
not only the initial inquiry necessary to ascertain the extent of
the association's procedures relating to internal control; it requires
such further investigations, tests, and inquiries during the course
of the audit as may be necessary to determine the effectiveness
of the internal control measures — that is, whether, in fact, they
are functioning as represented.
The basic principles of internal control for a savings and loan
association do not differ from those of a merchandising or manufacturing enterprise. However, there is a substantial difference
in where the emphasis is placed. For example, in a savings and
loan association internal controls over inventory items are usually
of relatively minor significance, while internal controls over cash
and lending procedures are of the utmost importance. Special
attention should be given to ascertain whether there is effective
separation of the function of acquiring loans from the servicing
of loans. Further, investigation should be made as to whether
there is adequate internal control over the disbursement of loan
proceeds, especially those loans made to finance construction or
property improvements. The relatively large amounts of cash
and checks on hand and being processed each day makes it incumbent upon the auditor to determine whether there is adequate
segregation of the cash handling from the duties of keeping the
related records to minimize the chance of error or embezzlement.
14

Some of the principal points to note in reviewing internal control
over the savings operation are control over inactive and dormant
accounts, segregation of the responsibility for opening of new
accounts from teller duties, and safeguards against suppression
of individual accounts containing irregularities.
The foregoing are the major areas warranting special attention
to internal control in the audit of a savings and loan association.
It is not intended to be an exhaustive coverage of internal control.
The sample savings and loan internal control questionnaire in
the United States Savings and Loan League Accounting Committee publication Internal Control and Internal Audit Program of
Savings Associations may provide some guidance as to the
detailed matters which should be considered in evaluating internal
control.
The independent auditor should consider making direct inquiries of, or obtaining representations from, association officials
as to any interests they may have in businesses with which the
association deals. Consideration should be given to the nature
of, and the safeguards over, transactions with any businesses in
which association officials are known by the independent auditor
to be interested.
There are many associations which, because of a limited number of employees, or because of failure to utilize the possibilities
available, do not have an adequate and effective system of internal
control. In such cases, the extent of the detailed audit work required will ordinarily be greater than where the safeguards are
found to be adequate and effective.
The independent auditor should be alert to recommend to the
association such changes in procedures and segregation of duties
as will strengthen the existing internal control measures.
It should be noted that the minimum requirements for acceptable independent audits, as stated by the Director of the Division
of Examinations of the Federal Home Loan Bank Board (Appendix B), require analysis of the system of internal check and control, with a statement regarding its adequacy or inadequacy; also
an analysis of the accounting system with a statement as to any
material exception to or deviation from sound accounting practice.
15

Charter and Bylaws
Charters for federal savings and loan associations are issued
by the Federal Home Loan Bank Board. The form of bylaws
of such associations is also prescribed by the Board. For state
associations, the form of charter and bylaws is usually established
by the state regulatory authority.
The requirements of the charter and bylaws should be reviewed
at the start of the audit. Provision should be made in the program
for such procedures as may be necessary to determine compliance with the charter and bylaw requirements.
Minutes
The minutes of the meetings of the directors and members
should be read, and any items in them which affect the financial
transactions of the association should be noted. The independent
auditor should then determine that the transactions affected have
been handled in accordance with the minutes.
Approval for the following should ordinarily be found in the
minutes of the directors' meetings:
1. Loans made, refinanced, purchased, sold, transferred, converted, foreclosed, or partially released
2. Acquisition or disposal of real estate
3. Contract sales made or extended
4. Funds borrowed
5. Dividends declared and profits apportioned
6. Additions to and deductions from the general reserve accounts
7. Rates of interest, premiums on loans, and loan plans
8. Salaries of officers and directors
9. Fidelity bonds
10. Designation of depository banks and signatories on checks
11. Purchase and sale of securities
12. Adoption of pension and deferred compensation plans
16

The foregoing list is not all inclusive. Just as in other corporate
enterprises, any action requiring approval of the members or
board of directors must be recorded in the minutes.
Any important transactions or matters which require action
by the directors or members (under the charter, the bylaws, or
established practice), but which are not covered in the minutes,
should be called to the attention of the proper officers for appropriate action. If the matters involved have a material bearing
on the statements, the independent auditor should see the record
of such action before releasing his report.
The minutes should be properly signed. The auditor should
obtain a letter from the secretary, representing that the minutes
which were submitted constitute a full and complete record of
all meetings of directors and members during the period under
review.
Fidelity Bonds
The fidelity bond coverage for employees and officers of the
association should be reviewed for any provision which may have
a bearing on the audit, and to see that the association is complying with the requirements of the bond contract. The Rules and
Regulations for Insurance of Accounts by the Federal Savings
and Loan Insurance Corporation specify minimum amounts of
coverage required for federal associations and state-chartered
insured associations. Some states have similar requirements for
noninsured associations. The independent auditor should state
in his audit report that the fidelity bond is at least up to the minimum amount required by such regulations, and if it appears that
this minimum amount is not sufficient for some reason, the reason
should be indicated.
Confirmations
Direct mail communication with borrowers and investors has
been an accepted auditing procedure for many years and is required by generally accepted auditing standards. The confirmation is an important test of the effectiveness of internal control
17

as well as a test of the existence of the accounts and the accuracy
of the balances.
The independent auditor must accept the responsibility for
deciding whether the confirmations to be used are of the positive
or the negative type. Where there are indications that there may
be disputes, inaccuracies, irregularities, or poor functional internal
control, or the independent auditor believes that a negative confirmation will not receive consideration, he should use the positive
type. The independent auditor's judgment in these matters must
be based on an analysis of the underlying facts.
It may well be considered desirable at times to use both types
on the same engagement. Where conditions unfavorable to the
use of the negative type exist for a particular group of accounts,
or where certain specific account characteristics exist, such as
size, delinquency, or activity, it is advisable to obtain positive
confirmation of the individual balances.
The extent of the circularization and the type of request are
matters of judgment to be determined by the independent auditor
according to the circumstances in each situation. The auditor
should familiarize himself with any existing federal or state
regulatory requirements in this regard. Since the circularization
is on a test basis, it is important that, in addition to accounts
with large balances, the selection include a representative cross
section of all types of account balances, including inactive balances. The selection of the accounts to be confirmed must be
made by the independent auditor.
The auditing procedures generally followed by independent
auditors as to the selection of the accounts to be confirmed, control over preparation, and mailing and follow-up of post office
returns and of differences reported should, of course, be adhered
to. Special attention should be given to any account selected on
which there is an objection to sending out the request. The association should maintain a file of requests signed by the members who do not wish to receive correspondence regarding their
savings accounts. The independent auditor's audit program should
include an inquiry into the adequacy of the procedures for maintaining control over the origination and filing of these requests.
18

Arrangements for "no correspondence" with regard to loan accounts are completely inappropriate.
If the association is servicing loans for others, the serviced
loans should be subjected to test confirmation with the borrowers.
Confirmations should also be obtained from the owners of the
mortgages.
In those cases where others are servicing loans for the association, confirmations must be obtained from the servicing agents.
In addition, the independent auditor should evaluate each situation with a view towards the possibility that it will be necessary
for him to arrange for direct confirmation with the borrowers or
to have reported directly to him the results of any recent circularization made by the independent auditor of the servicing agent.
The totals of the accounts in the subsidiary ledgers from which
the confirmation selection is made should be balanced with the
related control accounts as of the confirmation date, in order
to establish that the detail balances selected for confirmation
agree in total with the general books. During the period when
the confirmation requests are being prepared and mailed, the
auditor should maintain such control over the subsidiary ledgers
as may be necessary, in view of the system of internal control,
to prevent abstraction or alteration of records for the purpose of
concealing irregularities.
It is usually permissible to have the confirmation requests prepared and addressed by the association's employees. In this case,
each confirmation request should be compared by the independent auditor with the ledger account for accuracy of amount,
and name and address. In all instances, the confirmation should
be mailed by the independent auditor in envelopes bearing his
return address, and the confirmation form should indicate that
replies are to be sent directly to the independent auditor at his
office, or to a specific post office box controlled by him.
Where positive confirmation requests are used, second requests should be sent to all for which no replies were received.
Where no reply is received to a second request, further investigation is appropriate to substantiate the authenticity of the balance.
All exceptions reported in the confirmation replies should be
carefully investigated by the independent auditor.
19

Cash
The audit of cash transactions in a savings and loan association entails the same care that an independent auditor would
use in the audit of cash of any business entity. Customary procedures in the audit of savings and loan associations include
comparison of cancelled checks with the records, review of check
signatures and endorsements, footing the cash records, tracing
interbank transfers, and reconciling cash receipts and disbursements shown by the books of the association for a period with the
deposits and withdrawals shown by the bank statements.
In a savings and loan association, cash is a significant asset
and there is usually a considerable amount of cash on hand for
the operation of the association. At the commencement of the
audit, the independent auditor must have sufficient staff to
control the cash funds, which should be counted and reconciled
with the control accounts. Simultaneous control should be maintained over negotiable securities until both cash and securities
are satisfactorily accounted for.
Prior to the cash count the independent auditor should acquaint
himself with the association's activities so that he knows what
other items should be controlled while the cash count is under
way. He should guard against concealment of a cash shortage
by conversion of securities or other assets. It may be advisable
for the independent auditor to obtain permission to make surprise
cash counts during the year, because at the date of the audit it
may be difficult to accomplish a surprise visit. The independent
auditor may find unrecorded receipts, escrow funds, unissued government bonds, money orders, travelers' checks, or other items
which he should control; confirmation of the inventory of such
items should be obtained, where practicable.
Undeposited receipts on hand at the time of the cash count
should be counted and controlled into the depository bank.
In addition, the depository bank should be requested to notify
the independent auditor directly of any items included in the
deposit which are subsequently returned "unpaid."
Bank statements and paid checks as of the close of business
on the audit date should be obtained directly from the depos20

itaries. If not obtained directly, it is necessary to prove the paid
checks and deposits per books with the bank statements. Confirmation of the bank balances as of the audit date should also
be obtained directly from the depositaries. Bank balances should
be reconciled with the balances shown by the accounts and the
outstanding checks and other reconciling items should be listed
for such investigation as may seem necessary. Unpaid checks
which have been outstanding for a long period should be investigated.
"Cut-off" bank statements should be obtained directly from
the depositaries. They should cover at least a ten-day period
subsequent to the audit date for the purpose of proving auditdate transactions.
In some associations, it is the practice to delegate the disbursement of some mortgage settlement funds to agents or trustees.
The independent auditor should, in these instances, satisfy himself that the procedures used by the agents or trustees are such
that funds advanced by the association will be recorded, deposited and disbursed promptly and that the disbursements are
proper.
Investments and Securities
Federal and state regulations restrict the types of investment
securities that savings and loan associations may purchase. The
independent auditor should familiarize himself with such regulations. The board of directors of the association should ratify all
purchases and sales of securities.
A schedule should be obtained or prepared showing the necessary information for each security owned, such as:
Description, including interest or dividend rate, maturity of
bonds, and par value per share of stock
Certificate numbers
Balance at beginning of period:
Principal amount or number of shares
Amount (indicate basis)
21

Additions during period:
Principal amount or number of shares
Cost
Deductions (securities sold, matured, written down, amortization, etc.):
Principal amount or number of shares
Amount
Gain (or loss) on sales, maturities, write-downs, etc.
Balance at end of period:
Principal amount or number of shares
Amount (indicate basis)
Quoted market value
Interest and dividends received during period
Interest accrued and dividends declared but not received
at end of period
Location of securities; and if hypothecated, with whom and
for what purpose
As mentioned, securities should be counted and placed under
control at the time of the cash count. When securities are in an
independent safe deposit box, the count can be made within
a reasonable period before or after the audit date; when this is
done, arrangements should be made in advance with the safe
deposit company to prevent access to the box in the interim
period and to furnish the independent auditor a letter stating
that there was no such access.
It should be ascertained that all stock certificates and registered bonds are in the name of the association; or, if in the
names of others, that they are properly endorsed or accompanied
by a power of attorney. In counting coupon bonds, it should be
seen that unmatured coupons are intact.
Where weakness in internal control may permit the substitution
of securities, if practicable, certificate numbers of the securities
owned should be compared with the record of security purchases.
Transactions during the period should be checked to broker or
dealer invoices, advices or other supporting data, and, as men22

tioned above, to the minutes of the board of directors' meetings.
In the statement of condition, the basis at which the securities
are carried should be indicated, and the quoted market value
shown. Any hypothecation of securities should also be noted
on the statement.
All insured savings and loan associations are required to maintain a certain investment in shares of Federal Home Loan Bank
stock. The independent auditor should satisfy himself that the
association has complied with this requirement.
Mortgage Loans
The major business activity of a savings and loan association
is supplying money for home purchases on mortgage loans and
money for property improvements which do not involve mortgages. Federal and state laws, regulations, and the association's
charter and bylaws contain various provisions as to the types and
amounts of mortgage loans that are permitted to be made by
savings and loan associations; also, the association's board of
directors often adopts further limitations of its own. The independent auditor should familiarize himself with all such provisions
in order to see that the policies followed conform with them.
Loan Schedules. Any procedures the independent auditor considers necessary should be carried out to satisfy himself that all
loans still on the books are in force. In some cases this may require the preparation of schedules of all mortgage loans outstanding, to be used as a permanent record by the independent auditor.
On subsequent audits, it will be necessary to obtain schedules
of new loans made during the period under audit. If the association does not maintain a satisfactory loan register, it may be
advantageous to prepare these schedules in the form of a file of
cards to be kept in the custody of the independent auditor. The
cards can be prepared by the association staff and tested by the
independent auditor.
The information to be shown on the schedules usually includes
the following:
1. Loan number
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2. Name of borrower
3. Location of property
4. Type of property
5. Interest rate
6. Date of approval (by directors)
7. Date and amount of original loan
8. Date and amount of appraisal
9. Per cent of loan to appraisal value
10. Term of loan
11. Insurance coverage
The independent auditor should also provide space on the
schedules to indicate inspection of these documents and to allow
for any pertinent remarks about the loans.
The schedules can be prepared directly from the subsidiary
loan ledgers or from the mortgage loan register. If prepared by
the association, the schedules should be traced to the ledger,
to the extent considered necessary by the independent auditor,
in order to establish the accuracy of the schedules.
Mortgage loans made during the period should be compared
with the specific authorizations in the minutes of the board of
directors' meetings for amounts, terms, additional collateral, etc.
The extent of this comparison must be left to the judgment of the
independent auditor, but generally at least the name of the borrower and the principal amount of each new loan should be
traced to the authorizations.
Mortgage loans to directors, officers, and association employees,
and to other persons in which such officials are known to be
interested, should be ascertained. The transactions within these
loan accounts should be reviewed and tested to the extent considered necessary under the circumstances. If the amounts of
such loans are significant, they should be mentioned in the
audit report. Any other loans or concentration of loans which
are of particular significance because of amounts or circumstances
should likewise be mentioned.
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Inspection of Documents. The inspection of documents will
be made against the schedules of mortgage loans referred to
above. All of the documents relating to a particular loan will
usually be found filed together in a separate folder for that loan.
The inspection of loan files supporting loans made since the
previous audit should comprise an examination of the applications, appraisal reports, notes, deeds of trust or mortgages, title
papers, insurance policies, and V.A. guarantees or FHA insurance, if applicable. The test inspection of documents supporting
loans granted prior to the last audit may be confined to an examination of the notes and mortgages or deeds of trust, plus any
documents deemed necessary by the independent auditor.
The inspection of documents must be sufficient in the judgment
of the independent auditor based upon internal control, results of
previous audits, and tests during the current audit. The Director
of the Division of Examinations, Federal Home Loan Bank
Board has informed public accountants of the basic requirements
of his division relative to the inspection of loan documents
(Appendix B).
Where mortgage loans are deposited or pledged as collateral
for funds borrowed by the association, an appropriate confirmation should be obtained as to the loans pledged and the related
documents held by the loaning bank. Where mortgage loans
pledged by the association as collateral for advances from the
Federal Home Loan Bank are held in trust by the association
under a trust agreement, the independent auditor should compare the list of the pledged loans with the segregated documents
and confirm the list with the loaning bank. The report should
disclose that the confirmation has been made and should state
whether or not the documents have been segregated.
The independent auditor should not attempt to pass upon
technical matters relating to mortgage loans, such as the value
of the properties or the status of the titles to the properties.
He should satisfy himself, however, that opinions of qualified
experts are on file with respect to such matters. Where questions
arise concerning titles or values, the independent auditor should
consult with, or request the opinion of, the association's counsel
or appraisers.
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The document inspection should also include: test of evidence
that the mortgages have been entered on public record; inquiry
into the relationship of the amount of the loan to the appraisal
to assure compliance with regulatory requirements and such further requirements that may have been imposed by the board
of directors; inspection of any additional collateral indicated;
consideration of the adequacy of insurance coverage and that
the financial interest of the association is properly indicated in
the policies.
Subsidiary Ledgers. Trial balances of the mortgage loan ledgers
should be compared with the individual borrowers' accounts in
the detailed ledgers, and the total agreed with the general ledger.
Where the internal control is adequate, this may be done on a
test basis by comparing the trial balances for selected ledgers,
the number of ledgers to be determined in the light of the particular circumstances. The subsidiary ledgers should be taped
and footed on an adding machine and balanced by the independent auditor, or by the association's staff under his control.
Assuming adequate internal control, this procedure could be
performed at a date other than the date of the statement of
condition.
Delinquent Loans. A list of delinquent balances should be
obtained and tested to the delinquent items shown in the subsidiary ledgers for completeness. Delinquent items should be reviewed as deemed necessary with responsible officials. Data on
delinquent balances should be given in the audit report.
Confirmation of Loans. Test confirmation of the balances of
the mortgage loans (including delinquent loans) should be made
as indicated previously.
Property Taxes, Assessments and Insurance. Inquiry should be
made concerning the association's practice with regard to the
payment of borrowers' property taxes, assessments and insurance,
and its methods of determining that these items are promptly
paid and properly applied. The independent auditor should
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determine that taxes and insurance are provided for or otherwise
adequately controlled.
Construction Loans. Attention should be given to construction
loans, particularly those made to finance builders who are building a large number of individual homes in new areas under agreements with owners or for sale upon completion. Points to be
considered should include such matters as the volume of construction loans in relation to total loans, adequacy of security
during the construction period, extent of concentration with
particular builders, financial responsibility of builders, relationship of builders to officers or directors of the association, and
salability of units financed upon completion of construction. Investigation should be made to determine the adequacy of the
controls exercised by the association during construction. Partial
payments to builders should be supported by signed inspection
progress reports and by lien waivers of subcontractors and/or
material suppliers.
Purchase, Sale and Loan Participation. Some associations are
active in the purchase and sale of loans. Documents concerning
the purchase and sale of loans should be inspected, and in
some cases it may become necessary to confirm such purchases
and sales with the vendors and vendees. The independent auditor
may find that the association is participating in loans with other
associations. The participation agreements should be thoroughly
understood by the independent auditor and he should take any
steps necessary to satisfy himself that the participation is being
properly handled.
Servicing Loans. Where loans sold are being serviced for others,
the same audit procedures, including circularization, should apply
as for the association's own loans. In addition, confirmation should
be requested from the owner of such loans as to the balances
and the recourse, if any.
Loan Commitments. Loan commitment records should be reviewed, and inquiry should be made as to whether there are
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any material items not reflected in them or in the minutes. If
the amounts of the commitments are significant in relation to the
resources of the association, or appear to be inconsistent with
sound policy, appropriate comment should be made in the audit
report. Investigation should also be made for possible failure to
record loans on the books at the date the mortgage papers are
signed, and conversely, for possible antedating of loans in order
to reflect premium or commission income in a prior period.

Property Improvement Loans
The independent auditor may find that the association is
making property improvement loans classified as follows:
1. FHA Title I Loans
2. Veterans' Guaranteed Loans
3. Noninsured Loans
These loans are for the purpose of financing property alterations, repairs or improvements, and are generally made without
mortgage security and on a discount, gross charge, or simple
interest basis. The independent auditor should familiarize himself with the regulations relating to FHA Title I Loans, Veterans'
Guaranteed Loans, and Noninsured Loans, and also the loan
policies of the board of directors concerning such loans. The independent auditor should determine that these regulations were
followed for the loans made during the period of review. Loans
made during the period should be tested to the specific authorizations in the minutes of the board of directors' meetings.
The documents for property improvement loans will consist
usually of a note, collateral (if any), contractor completion certificates, credit reports and the application. The inspection of
documents must be sufficient in the judgment of the independent
auditor based upon internal control, results of previous audits,
and tests during the current audit. The Director of the Division
of Examinations, Federal Home Loan Bank Board has informed
public accountants of the requirements of his division relative
to the inspection of loan documents (Appendix B). Notes evi28

dencing loans acquired prior to the audit period should be inspected on a test basis.
Trial balances of the property improvement loan ledgers should
be examined in the same manner as indicated for mortgage loans.
Confirmation of property improvement loans (including delinquent loans) should be made as indicated previously.
Delinquent balances should be reviewed in the same manner
as previously indicated for mortgage loans.
Loans on Savings Accounts
Loan Policy. The independent auditor should ascertain that
the loans conform to the provisions of the applicable federal and
state laws and regulations and to any further limitations which
have been adopted by the association.
Schedule of Loans. A schedule of such loans outstanding at the
audit date should be prepared or obtained showing loan number,
name of borrower, date of loan, amount of original loan, description of original collateral, balance of loan, accrued interest and
amount of existing collateral. The collateral could consist of what
is commonly known as full-paid investment certificate, a fullpaid membership share, or a savings account passbook. The
schedule should also provide spaces in which to indicate inspection of the note and collateral, and for making annotations
with respect to questions that may arise from loan confirmations.
Interest rates are usually uniform for a period of time; therefore,
an interest rate column is not usually necessary for each loan.
The totals of the schedule should be agreed with related control
accounts. Loans made during the period should be tested to the
specific authorizations in the minutes of the board of directors'
meetings. Quite often the board does not specifically authorize
individual loans; in such instances, a review of the procedures
followed should be made. The individual loan balances should
be inspected to ascertain that they do not exceed the value of the
collateral held against them.
Inspection of Documents. The notes and applicable collateral
should be inspected and compared with the schedule of loans.
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Documents should be scrutinized for completeness, proper execution, and assignment of collateral; assignment of savings accounts
frequently takes the form of an executed restrictive withdrawal
slip. Also, signatures of borrowers should be test-checked to the
signature files.
Confirmation of Loans. Test confirmation of the loan balances
should be made with borrowers as indicated previously, either
by positive or negative-type requests. Confirmation of loan and
savings account balances are generally combined on the same
confirmation request.
Accrued Interest Receivable on Loans
Control accounts for accrued interest receivable are sometimes
maintained for each type of loan held. As a practical matter,
many associations do not indicate the amount of the accrued interest on the individual loan card. Instead, a separate schedule is
often made for this purpose. The method of computing interest
should be tested to ascertain that the established method is being
followed and properly applied. Over-all tests of the reasonableness
of the interest income should be made.
Where applicable, the accrued interest receivable balances in
the subsidiary loan ledgers should be included with the related
control accounts in testing the subsidiary loan ledgers, and tests
of the dates to which interest has been paid should be made
in the confirmation with borrowers.
As a conservative measure, many associations provide a reserve for all uncollected interest. The details of the uncollected
interest covered by the reserve may appear in the individual
accounts in the subsidiary loan ledgers. The totals of these uncollected interest items should be compared with the balance in
the reserve for uncollected interest.
Advances for Taxes, Insurance and Similar Accounts
The individual balances should be tested for agreement with
the related control accounts in the check of subsidiary loan
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ledgers. Tests of the advances should be made at the time of confirmation of loans.
Real Estate Sold on Contract
The audit program should be similar to that outlined in this
booklet for mortgage loans, including references to the authorization of the board of directors, inspection of documents, confirmation of balances, etc. Determination should be made that
title has been granted to the association by the appropriate
authority.
The policy followed by the association in taking up profit on
real estate sold on contracts should be reviewed for conformance
with supervisory regulations and for consistency of application
during the period. In this connection, tests should be made of
the computation of any amounts carried as deferred credits for
unearned profits on real estate sold, and of amounts taken into
income during the period.
Real Estate Owned and in Judgment
Most real estate owned has been acquired through foreclosure
proceedings. Acquisition cost normally includes the uncollected
balance of the loan, plus any advances made and foreclosure
costs. The independent auditor should familiarize himself with
the federal and state regulations pertaining to this subject. Each
parcel should be appraised at least at the time of acquisition.
Adequate provision should be made for any material losses
indicated.
A schedule of the real estate owned at the audit date should
be prepared indicating the location, type of property, date of
acquisition, acquisition cost, appraised value and date of appraisal.
Inspection of documents should include the deed (evidence of
recording), title papers, and insurance policies.
Rentals earned during the period, as indicated by leases or
other information on file, should be tested. Confirmation should
be requested from tenants with respect to any significant uncollected balances, and also from a number of tenants to confirm
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the amount of periodic rental and the date to which rent has
been paid. When the properties are not promptly disposed of,
provision should be made for depreciation. Where appropriate,
comment should be made in the independent auditor's report
as to the method of treating uncollected rentals.
Office Building, Equipment and Leasehold Improvements
The auditing procedures with respect to these assets should
be those followed in any audit engagement. These procedures
should include ascertainment of the basis of carrying values and
inspection of proper documents for all acquisitions and disposals.
Changes in the depreciation accounts and the reasonableness
of the rates should be reviewed. Insurance coverage should be
reviewed in the light of present sound values; this can be done
either by inspection of recent appraisal reports or by communication with the insurers or other competent outside sources.
In instances where portions of the building are rented to
other tenants, the rental income and applicable expenses should
be tested. Confirmation should be requested from tenants with
respect to any significant uncollected balances, and also from
a number of tenants to confirm the amount of periodic rental and
the date to which rent has been paid.
Safe-Deposit Box Operations
Investigation should be made as to procedures used by the
association in operating the deposit vaults. Insurance coverage
with respect to liabilities which might be incurred in the operation of these vaults should be carefully examined for compliance
with applicable laws and regulations.
Deferred Charges and Prepaid Expenses
In general, these categories should include such accounts as
prepaid insurance, rent and taxes. Auditing procedures with respect to these assets should be those followed in any audit engagement.
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Other Assets
These could include miscellaneous items not covered in the
specific groupings mentioned heretofore. Auditing procedures
must necessarily follow appropriate methods pursuant to the
judgment of the independent auditor.
Savings Accounts
The savings accounts are the principal source of the capital
funds of savings and loan associations. Ordinarily, the holders
of the savings accounts and all borrowers are members of the
association.
Policy. The independent auditor should acquaint himself with
the rules and regulations of the applicable regulatory authorities
and with the policies of the association pertaining to savings accounts. For instance, federal associations are required to issue to
each holder of a savings account, an account book or separate
certificate evidencing the ownership of the account and the
interest of the holder in the capital of the association; also, insured associations are required to maintain a signature card file
for all owners of savings accounts.
Subsidiary Ledgers. Trial balances of the savings account
ledgers should be compared with the individual savings accounts.
The footings of the trial balances should be independently proved
even though the trial balances consist of adding machine tapes;
the totals of all trial balances should be compared with the related
control accounts. As a safeguard against removal and altering of
ledger sheets, the independent auditor should maintain adequate
control over the savings ledgers until the balancing is completed.
Consideration should be given to the possibility of the existence
of valid accounts that are unrecorded at the audit date. On occasion, the 100 per cent proof of the savings account ledgers may
be reduced, depending upon the independent auditor's evaluation of the effectiveness of the internal control measures surrounding the savings accounts. Particular attention should be given
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to internal control procedures governing inactive savings accounts, and the accounts of officers and other employees.
Investment Certificates. Where the association issues investment certificates, a test should be made of the stubs of the certificate book or other records against the subsidiary ledger
accounts; a test should also be made of the cancelled certificates
for the shares withdrawn during the period.
Safekeeping for Members. Where an association is permitted
to hold issued certificates and savings passbooks in safekeeping
for members, the audit should include such tests and confirmations as may be necessary in the circumstances, giving due weight
to the effectiveness of applicable internal control procedures.
The association should have in its files safekeeping requests
signed by members and should issue receipts for the share certificates and savings passbooks held. The safekeeping system and
the share certificates and passbooks should be under joint control of two designated persons whose duties do not permit them
to handle funds for the association or to make entries in the other
books.
Pledged Savings Accounts. Savings accounts pledged as additional collateral for mortgage loans, and savings accounts pledged
as collateral for loans on savings accounts generally remain in
the regular savings accounts control. The ledger cards for these
accounts should be prominently marked to indicate that they
are pledged and are thus restricted as to withdrawals. It may
be necessary to schedule these items and to follow the continuity from year to year. Releases should be tested for propriety.
Confirmation of Savings Accounts. A test of savings account
balances should be made by direct communication with the
owners of the savings accounts, as outlined on page 17. Inactive
savings accounts and savings accounts closed out during the
period should also be included in the test circularization. The
confirmation requests on savings accounts may be of the negative
type. The request for confirmation should give sufficient informa34

tion to enable the owners to verify balances in their account
books.
Dividends. The dividends paid or credited on the individual
savings accounts during the period should be tested to ascertain
that the amounts were properly computed and properly recorded
in the accounts. In addition, an approximate over-all test of the
total amount of dividends paid or credited during the period
should be made.
The independent auditor should ascertain that, after complying with all requirements for establishing reserves and complying with any other restrictions, the association had sufficient undistributed earnings available to cover the dividends paid or
credited during the period.
Other. Additional tests will generally include (but are not
limited to) comparison of signed withdrawal slips to signature
card files, review of the control over origination and access to
signature cards, review of the control over origination and access to mailing address files, review of the control of mail receipts,
review of the control over dormant accounts, and tests to detect
suppressed accounts.
Advances From Federal Home Loan Bank
and Other Borrowed Money
The balances, and the collateral pledged against them, should
be confirmed as of the audit date by direct communication with
the creditors. A schedule should be prepared or obtained showing
all of the borrowings and repayments on these accounts during
the period. All such borrowings should be authorized by the
board of directors, and the transactions should conform to the
rules and regulations of the regulatory authorities and of the
association.
The interest paid or accrued on them during the period should
be tested to the extent deemed necessary by reference to the
applicable rates, payment dates and the principal amounts outstanding from time to time.
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Dividends Declared, Unpaid and Uncredited
The balances included in this account should be analyzed and
traced to minutes for proper authorization. All distributions of
earnings authorized but not paid or credited should be reflected
in this account. The independent auditor should investigate
and comment on any items being held in accordance with state
statutory requirements and items being held because the member
entitled to payment cannot be located. If the audit is not being
made as of a dividend payment date, provision should be made
for estimated dividend liability.
Taxes Accrued on Real Estate Owned
The accuracy and propriety of association accruals should be
determined by reference to current tax bills, assessed values, and
tax rates where available.
Accounts Payable
A listing of the unpaid balances should be reconciled to the
total in the control account. A test of the individual items should
be made against creditors' invoices or statements. Confirmations
should be requested from any regular suppliers or service organizations with which the association has a significant volume of
transactions. Disbursements and unpaid bills in the subsequent
period should be reviewed for material amounts that were not
recorded as of the audit date.
Loans in Process
Loans in process represent the undisbursed balances of loans
which have been made and set up as assets. Control accounts
are supported by subsidiary ledgers containing an individual
account for each loan in process. The aggregate of open balances
in these subsidiary ledgers should be agreed with the related
controls. Debit balances (indicating overdrafts) and dormant or
old balances should be investigated. A test should be made of
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the loans in process accounts with the signed loan settlement
statements on file.
Since the principal amounts of the loans in process are carried
as assets among the loans held, they will be tested in the circularization of loan balances; the confirmation requests in such cases,
however, should indicate that the loans are in process. It may
be difficult in some instances to obtain confirmation of the
undisbursed balances since the borrowers may not be currently
informed of the status of the disbursements. Where the borrowers
are not regularly informed of disbursements and the remaining
balance of the loan in process, it is desirable that a test be made
by sending statements of the accounts to selected borrowers with
a request that an acknowledgment or questions and comments be
sent directly to the independent auditor.
Tests should also be made of documents in the association's
files supporting disbursements charged to loans in process accounts, including loans completed or closed out during the period
covered by the audit.
Advance Payments From Borrowers
for Taxes and Insurance
These balances should be proved or tested to the control accounts. A test of these balances should be made in conjunction
with the circularization of borrowers' loans. In this connection,
it may be necessary to furnish borrowers with the amounts paid
by the association for insurance and taxes, as taken from receipted
invoices and tax bills. Where there are any special legal requirements under contracts or statutes (such as for segregating the
related cash or establishing trust funds), the necessary audit
steps should be taken to determine compliance with them.
Unapplied Mortgage Credits
Under some systems, payments received on loans are credited
to this account until the proper allocation is determined. The
independent auditor should investigate the use of this account
to ascertain that it is being properly maintained.
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Due Federal Reserve Bank
Confirmation should be obtained from the Federal Reserve
Bank for the amount of unissued United States Government
Series E bonds held by the association at its last reporting date.
This amount should be reconciled to the physical inventory of
unissued bonds at the audit date in order to substantiate the
liability for the bonds sold since the last reporting date. Confirmation should also be obtained for amounts due from the Bank
for Series E bonds sent in for redemption.
Income and Franchise Taxes Payable
Under current federal income tax law and regulations, associations are now taxable as corporations. Liability, if any, for income and franchise taxes should be reviewed. It should be determined that any adjustments resulting from tax examinations
have been properly recorded on the books. The independent auditor should be familiar with the special provisions of federal,
state and local revenue codes affecting savings and loan associations.
Other Liabilities
The accounts classified as other liabilities comprise accrued
expenses and other items not specifically included in the liability
accounts discussed above. Included therein might be an amount
to be contributed to an approved pension trust for the current
period.
The independent auditor should obtain the details and make
appropriate review of them.
In this connection, the independent auditor should obtain a
representation letter from the association's officers and counsel
as to any known liabilities, claims, suits, contingencies, etc., for
which provision is not made in the accounts. Any significant items
of this kind should be indicated in the report.
The independent auditor should also comment in his report
on any long-term leases, rentals, or other significant commitments.
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Specific Reserves (Including Deferred Credits)
The following named accounts represent typical deferred balances, taken into income either over the terms of the related loans
or by some acceptable block method:
Unearned profit on real estate sold
Income collected in advance (initial service fees)
Unearned discount on improvement loans
Unearned discount on mortgage loans purchased
The independent auditor should review the method of computing the amounts deferred and of spreading them over the
terms of the related loans or acceptable blocks. A test should
be made of the computation for amounts deferred on transactions
during the period, the amounts taken into income during the
period, and the balances deferred at the audit date. Specific regulations dictate rules governing the treatment of certain deferred
items.
Reserve for Uncollected Interest. See page 30 under accrued
interest receivable on loans. Federal associations are required to
maintain a reserve for uncollected interest in arrears more than
ninety days when such interest is capitalized into direct reduction loan balances, or otherwise carried as an asset. Some states
also require that the federal rule be followed in state-chartered
associations.
Reserve for Bonus (to Savings Account Holders). This account
provides for the accrued bonus on eligible savings accounts. The
amount of accrual is shown on each savings account or on separate work sheets, where applicable. The bonus agreement should
be reviewed and the individual bonus accrual amounts should be
tested, as well as testing or proving the aggregate of the individual
balances to the related control account. A test should be made of
controls to see that the bonus has been computed on all eligible
accounts.
Reserves— Commentary. The earned reserves of associations
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are usually maintained in several classes of accounts as follows:
1. Those required by supervisory authorities.
2. Those established by associations as income tax bad debt
reserves.
3. Those which are a combination of the features of ( 1 ) and
( 2 ) above.
4. Those that are free Undivided Profits.
These reserves have generally been established as allocations
of earnings rather than income charges, in accordance with regulations and practices of savings and loan associations.
General Reserves
The independent auditor should become familiar with the reserve requirements of the associations charter and either the
appropriate state regulations (for state-chartered associations)
or the Rules and Regulations for the Federal Savings and Loan
System (for federally chartered associations). For insured associations, the Rules and Regulations for Insurance of Accounts
are also applicable.
Federal associations are required to make additions to or maintain a "Federal Insurance Reserve" or a "Reserve for Contingencies" (charter requirement) or other optionally named reserves,
for the sole purpose of absorbing "losses only" in compliance with
the aforementioned Rules and Regulations.
State-chartered associations insured by the Federal Savings
and Loan Insurance Corporation must also maintain a "Federal
Insurance Reserve" for the sole purpose of absorbing losses as
well as to meet their own state regulations regarding reserve
requirements.
General reserves means the aggregate amount of reserves of a
federal association established by such association for the sole
purpose of meeting losses, and do not include reserves held for
general corporate purposes.
The most common reserves used are usually described as
follows:
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General Reserve
Federal Insurance Reserve
Reserve for Contingencies
Legal Reserve
Reserve for Bad Debts
Legal reserves are found by various titles in compliance with
the laws of the various states. These reserves are frequently
merged with the "Federal Insurance Reserve" (of an insured association) and the combined reserve described as "ContingentFederal Insurance Reserve" or "Federal Insurance Reserve —
Loan Reserve," etc.
The independent auditor should ascertain that these reserves
are being maintained in accordance with the applicable laws
and regulations.
Reserve for Bad Debts. Under special provisions and limitations in the United States Internal Revenue Code, savings and
loan associations are permitted to deduct their annual additions
to a reserve for bad debts from taxable income.
For federal income tax purposes, the reserve for bad debts
may also include the regulatory reserves described in preceding
paragraphs as provided by corporate resolution. Reserves of all
descriptions, accumulated during fiscal years beginning before
January 1, 1952, are considered free surplus, available for general
corporate purposes, under tax law and regulations. (Caution is
here noted that the supervisory regulations previously mentioned
governing the use of "General Reserves" must be observed, irrespective of the income tax interpretations.)
Treatment of Losses. A problem is created for the independent
auditor when losses are charged directly to reserves which were
created by appropriations of net income, rather than by deductions in arriving at net income. This treatment is permitted under
the rules and regulations of the Federal Savings and Loan System
and generally by the statutes of the various states; therefore, it
is generally considered by savings and loan management as proper
financial reporting. However, under generally accepted accounting principles an allowance for losses (determined in accordance
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with these principles) should be reflected in the statement of
operations in arriving at net income. The only possible exception
relates to items which in the aggregate are material in relation
to net income and are clearly not identifiable with or do not
result from the usual or typical business operations of the period.*
Loss allowances accumulated through charges in the statement
of operations are properly valuation items and should be deducted
from the related assets in the statement of condition.
Surplus or Undivided Profits
Surplus, frequently called undivided profits and occasionally
called unallocated reserve, represents the undistributed earnings
retained for general corporate use. Some states limit the amount
or ratio thereof by law or regulation.
Income
The principal sources of income are interest on loans and
investments, premiums or commissions on loans made, rentals
from real estate owned, rentals from office buildings, and profits
on sales of real estate and investments. Tests of this income
should be made in connection with the audit of the related
assets.
Other sources of income include service charges, appraisal
fees, membership fees, transfer fees, fines, rental of safe-deposit
boxes, etc. The policy of the association with respect to such
fees should be determined and sufficient tests should be made
to ascertain that these policies are being consistently applied
and the income properly accounted for.
Any material fluctuations in income, by classes, between
months should be investigated.
In general, whenever the initial service charges materially exceed the cost of originating and placing new loans on the books,
such excess should be deferred over the life of individual loans
or deferred through use of a representative block method, related
*See paragraph 11 on page 63 of Accounting Research Bulletin No. 43.
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to the life of all loans. Supervisory regulations covering these
initial service charges should be observed and compliance tested.

Expenses
In general, the examination of expenses should follow nonnal
auditing procedures. The following comments are presented as
a general guide.
Compensation of officers and other employees, occupancy costs
(rentals paid, or expenses relating to office building owned),
other operating expenses (such as advertising, supplies, telephone, postage, legal and audit fees), brokers' commissions,
federal insurance premiums, and interest on borrowed funds are
the principal classes of expenses.
An over-all review of the expenses can readily be made by
comparing the amounts (by accounts or by classes of expenses)
from month to month, and investigating any unusual fluctuations
between months.
The payrolls should be summarized and a suitable period
selected for detailed test. Compensation of officers and directors
should be traced to authorization by the board of directors. The
payroll test may include such steps as inspection of employment
authorizations, salary rate authorizations, attendance records,
individual earnings records, payroll tax returns and payments,
cancelled pay checks, etc. A test of the clerical accuracy should
also be made. Tests should be made to see that proper withholding and subsequent payment is made for payroll and income
taxes. In the smaller associations, the independent auditor probably will be able to observe that those on the payroll are actually
in attendance while he is there. Where there are too many employees for the independent auditor to check by such observation,
it would be well for him to participate in the distribution of the
pay checks (on a surprise basis, if practicable) for one payroll
to see that the employees being paid are actually there.
Occupancy costs, if represented by rental payments, should be
substantiated by reference to the terms of the lease. Where the
association owns the office building, the operating expenses
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(wages, taxes, insurance, depreciation, repairs, and other expenses) should be tested by reference to supporting payrolls,
vouchers, or other appropriate data.
Other operating expenses are largely costs that would be covered by disbursement vouchers. The vouchers for expenses and
other disbursements for a suitable period, together with the supporting documents, should be examined with particular reference
to adequacy of supporting documents, receipt of the goods or
services, authorized approval of the disbursements, distribution
of the charges, clerical accuracy, identification or cancellation
of the documents as a safeguard against duplicate payments, etc.
Where the internal control over disbursements is adequate, this
examination of vouchers may be made on a test basis. The vouchers examined should be checked against the voucher register (or
disbursement register if there is no voucher register). The names
of the payees as shown on the vouchers examined should also be
compared with the cash disbursement records (which are to be
tested in the cash work) to see that the payments were made to
the same parties as are shown on the vouchers. The footings of
the voucher register for the period tested should be proved and
compared to the general ledger accounts.
Brokers' commissions should be tested to determine the accuracy of the amounts and that the payments were made to
bona fide brokers.
Federal insurance premiums should be checked by application
of the provisions of Section 404 of Title IV of the National Housing Act, as amended.
Interest expense should be substantiated by reference to the
interest rates and the principal amounts of borrowed funds held.
The independent auditor should ascertain that timely filing
is being made of federal, state and local tax returns, and should
review the tax provisions for any liability under them.

Appropriations to Genera! Reserves
Tax laws permit savings and loan associations (both mutual
and stock) to add to their loss reserves amounts that may exceed
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the amounts that should be charged against current revenues to
provide for losses in determining net income in conformity with
generally accepted accounting principles. (See "Treatment of
Losses," page 41.) As a result, these associations tend to build
up general reserves by appropriations of net income as rapidly as
earnings will permit. Thus, in many cases the associations have
substantial reserves that are, in practical effect, largely appropriated surplus that has not been taxed but which could be taxed
in the future. The question, therefore, arises as to whether this
situation calls for the recognition of deferred income taxes.
The savings and loan association and the independent auditor
should give careful consideration to the necessity of a provision
for deferred income taxes on appropriations of net income. In
each case the matter should be resolved through the exercise of
judgment as to the likelihood of any income taxes being paid
on such amounts. If any income taxes are expected to be paid
on the amounts in question, either currently or subsequently,
generally accepted accounting principles would require that
provision be made for them currently. Stated differently, the only
sound reason for not making provision currently for income taxes
on amounts appropriated to general reserves would be that in
the judgment of the savings and loan association and the independent auditor no income taxes will ever be paid on such
amounts.
In considering the likelihood of payments of taxes on untaxed
reserves, consideration should be given to whether the association is likely to take any action which will create a tax liability
and to whether federal and state supervisory authorities are likely
to permit the use of such reserves for purposes which will create
a tax liability for the association. For example, if and when a
capital stock association desires to pay a cash dividend on capital
stock to its shareholders in excess of current or previously taxed
earnings, the association will have to accept the incurrence of a
tax on the distribution and also obtain the permission of supervisory authorities to make the distribution from general reserves,
the major part of which are required by law. In the case of a
mutual savings and loan association, however, with rare excep45

tions all of their distributions to members are deductible for
tax purposes.
If in any case provision is made for deferred income taxes on
amounts appropriated to general reserves, it should be deducted
in the statement of operations before arriving at net income
and shown in the statement of condition outside the equity
section.
In the event no provision for deferred income taxes has been
made on amounts appropriated to general reserves by a stock
savings and loan association, there should be disclosure in a footnote to the financial statements as to the purposes for which the
general reserves are to be used as provided by law, the fact
that income taxes will result if the general reserves are used for
any other purpose, the aggregate amount of these reserves that
would be subject to income taxes if used for any purpose which
would impose a tax liability, and the fact that no provision for
taxes has been made on that amount.
With respect to the reporting of general reserves and appropriations therefor in the statement of condition (in excess of
amounts that should be charged against current revenues to
provide for losses in determining net income in accordance with
generally accepted accounting principles), such reserves and appropriations should be dealt with in accordance with the provisions of Chapter 6 of Accounting Research Bulletin No. 43, relating to contingency reserves. This means that in the statement of
condition the general reserves would be shown as appropriated
surplus, and the description of the item would indicate, parenthetically or otherwise, that the amount was classified on the
books as general reserves.
Mr. Chaps does not agree with the committee conclusion that
no recognition need be accorded the income tax deferred as a
result of appropriations of net income to general reserves where,
in the judgment of the association and the independent auditor,
no income tax will ever be paid on the amounts so appropriated.
Mr. Chaps points out that under existing laws income tax would
have to be paid before these reserves could be released to
stockholders. Thus, he reasons the tax is not eliminated (only
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legislative action could eliminate it), it is simply deferred, even
though for an indefinite period. He considers that an independent
auditor who expresses an opinion based on the conclusion that no
such income tax will ever be paid, is departing from existing facts
and is forecasting that no future action will ever be taken — not
only by the association or by federal and state supervisory authorities but by the state legislatures or the United States Congress
— that will cause the deferred income tax to become payable.
Accordingly, Mr. Chaps believes that any financial statements
which do not recognize such deferred tax as a cost necessary
to a proper matching of revenues and expenses in the determination of net income, and as a nonequity reserve in the statement
of condition, are not in accordance with generally accepted accounting principles and convey misleading impressions as to current earnings and stockholders' equity.
Budget of Income and Expenses
As a means of planning and controlling operations, many associations prepare and adopt budgets of income and expenses at
the beginning of the year. Where this is done, the independent
auditor's review of operations may include comparison of the
actual results with the budget and investigation of any material
differences.
Branches
The establishment and increasing use of savings and loan association branches have increased the work and responsibility of
the independent auditor and have raised some additional accounting and auditing problems. Federal regulations provide that a
branch office must be operated and directed from its home
office, and further provide that the home office shall maintain
control records of all business transacted at each branch. In the
absence of specific regulation, a detailed record of all transactions of its own operations may be kept at each branch.
The audit program is generally the same for a branch as it is
for the association itself and, in many instances, will be accom47

plished simultaneously. Associations with branches use one of
three general systems of accounting, namely:
1. A centralized system in which the home office maintains all
primary and subsidiary ledgers, including individual savings
and mortgage ledgers for the branch accounts;
2. A decentralized system in which the branch maintains its
own general and individual account ledgers in the same manner as if it were a separate association; and
3. A system which is partially centralized and partially decentralized.
No matter which accounting system is in use, the extent of
the independent auditor's examination of branch accounts and
supporting detail will depend upon the effectiveness of the system of internal control. The cash count, inventory of bonds, etc.,
on hand and balancing of various subsidiary ledgers should be
conducted simultaneously at all locations whenever possible.
There will be certain auditing procedures necessary which are
peculiar to auditing of savings and loan association branches.
Some of these are:
1. All interoffice account balances should be analyzed and agreed
with the corresponding account.
2. The charter and bylaws of the association should be reviewed
for permissive and restrictive provisions relating to the
branches.
Stock Companies
Stock companies are governed by state laws; therefore, the
independent auditor should obtain directly from the state regulatory agency a copy of the laws and the regulations pertaining
to savings and loan associations which operate as stock companies.
In the event that the meaning and applicability of the regulatory
provisions are not clear and interpretation is necessary, the auditor should obtain (or request that the association obtain) an
opinion from an attorney. Auditing procedures should be designed
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to disclose whether the companies are complying with these
laws and regulations. The regulations usually state the qualifications and requirements of directors and officers and the requirements as to ownership of stock in the association. The independent auditor should satisfy himself that all of these qualifications
have been met.
The usual auditing procedures should be followed with respect
to inspection of the stock certificate books, capital stock ledger,
charter, permit to issue stock, etc. This should extend to the
authority for and declaration or payment of dividends during
the period. Comment should be made in the independent auditor's report as to whether dividends on ownership shares have
been paid out of earned surplus accumulated prior to the application of federal income tax laws to savings and loan associations,
or otherwise.
Extension of Audit Procedures
Some associations, because of limited personnel or for other
reasons, may have inadequate internal control. Under these circumstances, the independent auditor should include some or all
of the following suggested procedures:
Select a month for such further tests. Apply to that month
the various auditing procedures previously outlined in this bulletin with respect to cash transactions, income, expenses, etc.;
also, apply such of the following procedures as may be appropriate in the circumstances:
a. General ledger. Compare trial balances as of the beginning
and end of the month with the general ledger to determine that
the accounts are in balance. Trace postings from all sources of
original entry and account for all postings. Prove the footings of
general ledger accounts.
b. Cash receipts. Compare the original cash receipt tickets
(or other original records of cash receipts) with the cash receipts
record for selected days.
c. Cash withdrawals. Compare the cash withdrawal tickets
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with the cash disbursements record for selected days, and test the
withdrawal signatures against the signature card file.
d. Journals. Review journal entries for propriety and supporting data.
e. Subsidiary loan and savings ledgers. Compare postings of
the original cash receipt tickets (or other original records of cash
receipts) and the original cash withdrawal tickets with the subsidiary ledgers for those same days that were covered in "b"
and "c" above. Trace postings from all sources into the subsidiary ledgers for the same days. Investigate any postings in the
subsidiary ledgers for those days that were not accounted for
in the above test. Test the footings of the individual accounts in
the subsidiary ledgers. Test the individual account balances at
the end of the month to the subsidiary ledger trial balances;
test the footings of these subsidiary ledger trial balances; and
trace the totals thereof to the related general ledger control
accounts.

Audit Report
Financial Statements. The financial statements on which the
independent auditor reports usually consist of the statement of
condition and statements of operations, surplus, and reserves,
together with such supporting schedules as may be appropriate.
These are the financial statements of the association and, accordingly, should be in agreement with the accounts of the association. The statements should be prepared in accordance with generally accepted accounting principles consistently applied. Illustrations of such statements appear on pages 51 and 52.
The basis on which the various assets are stated such as "cost"
or "cost or market," or any other basis should be disclosed in the
statements. Any pledge of association assets should also be indicated in appropriate captions or by footnote. Footnote disclosure
should also be made of any other items necessary to make the
financial statements informative and not misleading.
The independent auditor should be aware that each savings
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A B C Savings and Loan Association
Statement of Condition
December 31, 19—
Assets
Cash
U.S. Government obligations, at cost (quoted market
$
)
Federal Home Loan Bank Stock, at cost
First mortgage loans on real estate
Loans on home improvements
Real estate owned, at cost

$ x.xx

$ x.xx
x.xx
x.xx
x.xx

*Less allowance for losses
Loans on savings accounts
Association premises, furniture and equipment, at cost,
less $
allowance for depreciation
Other assets
Total Assets

x.xx

x.xx
x.xx
x.xx
x.xx
$ x.xx

Liabilities and Stockholders' Equity
Savings accounts
Undisbursed loan commitments
Advance payments by borrowers for taxes, etc.
Advances from Federal Home Loan Bank
Other liabilities

$ x.xx
x.xx
x.xx
x.xx
x.xx

Income deferred to future operations
tStockholders' Equity
Capital stock
Undivided profits
Undivided profits appropriated for general reserves
(Notes 1 and 2)

x.xx
x.xx

x.xx
$ x.xx
x.xx

Total Liabilities and Stockholders' Equity

x.xx

x.xx
$ x.xx

*This allowance could be netted against the respective asset captions and annotated parenthetically.
[Mutual and other nonstock associations would caption this grouping "General
Reserves and Undivided Profits."
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A B C Savings and Loan Association
Statement of Operations
Year Ended December 31, 1 9 —
Gross income
Operating expenses, including $x.xx provided for
losses
Interest (dividends) on savings accounts
Income before provision for current federal
income taxes
Provision for current federal income taxes (Note 2 )
Net income (Notes 1 and 2 )
Appropriation to general reserves (Notes 1 and 2 )
Balance to undivided profits

$ x.xx
$ x.xx
x.xx

x.xx
x.xx
x.xx
x.xx
x.xx
$ x.xx

Notes to Financial Statements
Note 1. General Reserves
In connection with the insurance of savings accounts by the Federal
Savings and Loan Insurance Corporation, associations are required to
accumulate and maintain a federal insurance reserve which, once established, is available only to cover possible losses. The associations are
required to maintain the federal insurance reserve at 5 per cent of insured accounts at the beginning of the year and, subject to certain limitations, appropriate 10 per cent of net earnings before deduction of
interest (dividends) on savings accounts until surplus, undivided profits,
general reserves, and capital stock equal 12 per cent of insured accounts
at the end of the year.
The
(state)
Savings and Loan Association law requires that an
association's guarantee stock, paid-in surplus, undivided profits, and general reserves must not be less than x per cent of the savings accounts plus
an additional amount for each branch.
At December 31, 19—, the association maintained on its books reserves
which were in excess of federal and state requirements.
Note 2. Federal Income Taxes
In computing federal taxes on income under existing provisions of the
Internal Revenue Code, earnings appropriated by savings and loan associations to general reserves are deductible in arriving at taxable income
if certain conditions are met. Accordingly, general reserves at December
31, 19— include appropriations of net income of $x.xx, including a current appropriation of $x.xx, for which no provision for federal income taxes
has been made. If in the future these amounts are used for any purpose
other than to absorb losses, a tax liability will be imposed upon the Association at the then current federal income tax rates. It is not contemplated
that such amounts will be made available for the payment of dividends.
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and loan association that is a member of the Federal Home Loan
Bank System is required to file with the Board an "Annual Report" consisting of prescribed forms of financial statements (Appendix A) and certain other statistical information. This report
should not be confused with the independent auditor's report
on audit, a copy of which the association is required to file with
the Board's Examining Division. The independent auditor should
recognize that material differences may exist between the prescribed statements and the statements prepared in accordance
with generally accepted accounting principles.
Auditor's Opinion. When an unqualified opinion on financial
statements is expressed, the auditor's short-form report might
read as follows:
We have examined the statement of condition of the ABC
Savings and Loan Association as of December 31, 19—, and the related statement of operations for the year then ended. Our
examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the
accounting records and such other auditing procedures as we considered necessary in the circumstances.
In our opinion, the accompanying statement of condition and
statement of operations present fairly the financial position of the
ABC Savings and Loan Association at December 31, 19—, and
the results of its operations for the year then ended, in conformity
with generally accepted accounting principles applied on a basis
consistent with that of the preceding year.

If a qualified opinion is given, there should be a clear explanation of the reasons for the qualification. However, when the
exceptions to fair presentation are of such significance that, in
the independent auditor's judgment, a qualified opinion is not
justified, an adverse opinion* should be given. If the scope of the
examination was less extensive than he considered necessary to
express an opinion, then the independent auditor should state
that he is not in a position to express an opinion on the financial
statements taken as a whole and should indicate clearly his
reasons therefor.
•See section on "Adverse Opinion" in Statement on Auditing Procedure No. 32.
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A problem is created for the independent auditor when losses
are charged directly to reserves which were created by appropriations of net income, rather than by deductions in arriving at
net income. This treatment is permitted under the rules and
regulations of the Federal Savings and Loan System and generally by the statutes of the various states; therefore, it is generally
considered by savings and loan management as proper financial
reporting. However, under generally accepted accounting principles an allowance for losses (determined in accordance with
these principles) should be reflected in the statement of operations in arriving at net income. The only possible exception relates
to items which in the aggregate are material in relation to net
income and are clearly not identifiable with or do not result from
the usual or typical business operations of the period.*
Loss allowances accumulated through charges in the statement
of operations are properly valuation items and should be deducted
from the related assets in the statement of condition.
If the independent auditor believes the treatment of losses in
the financial statements is at variance with generally accepted
accounting principles and the amounts involved are material, he
should qualify his opinion, or if the variances are sufficiently
material give an adverse opinion. The basis for the qualification
or adverse opinion should be clearly stated. Illustrations follow:
(Middle paragraph)
The ABC Savings and Loan Association has followed a practice of charging losses sustained on loans to general reserves created by appropriations of net income. During the year, such
losses amounted to $
The association has currently
appropriated $
of net income to general reserves, of
†
which approximately $
relates to losses not yet sustained on existing loans. We believe that under generally accepted accounting principles an allowance for losses, sustained and
estimated, should have been deducted in arriving at net income.
If it had been so deducted, net income for the year 19—
would have been reduced by approximately $
†.
We also
believe that, under generally accepted accounting principles, an
allowance for losses not yet sustained on existing loans, amounting to approximately $
†,
should have been deducted from
*Seeparagraph 11 on page 63 of Accounting Research Bulletin No. 43,
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the related assets rather than included as part of general reserves.
†[Theeffect on financial position and results of operations may
be omitted if not reasonably determinable. See paragraph 6 of
Statement on Auditing Procedure No. 32.]
Qualified Opinion
In our opinion, except for the association's treatment of losses,
as explained in the preceding paragraph, the accompanying financial statements present fairly the financial position of the ABC
Savings and Loan Association at December 31, 19—, and the results of its operations. . . .
Qualified as to Financial Position
Adverse as to Results of Operations
Because of the materiality of the effect on net income of the
association's treatment of losses, as described in the preceding
paragraph, we are of the opinion that the statement of operations
of the ABC Savings and Loan Association does not fairly present
the results of its operations for the year ended December 31, 19—
in conformity with generally accepted accounting principles. However, in our opinion, except for the treatment of the accumulated
allowance for losses not yet sustained, as explained in the preceding paragraph, the accompanying statement of condition presents fairly the financial position of the ABC Savings and Loan
Association at December 31, 19— in conformity with generally
accepted accounting principles applied on a basis consistent with
that of the preceding year.
[Note: Consideration may be given to the appropriateness of a
piecemeal opinion on results of operations. See section on "Piecemeal Opinion" in Statement on Auditing Procedure No. 32.3

Federal Home Loan Bank Board Requirements for Audit Reports.
The report of audit submitted to the association should be prepared with due consideration given to the requirements of the
Federal Home Loan Bank Board (Appendix B ) . The text of the
report should contain the independent auditor's opinion with respect to the financial statements (see "Auditor's Opinion," page
5 3 ) , together with analytical comments on the results of
operations and on the various asset and liability accounts.
It should also contain an outline of the scope of audit, either as
a separate section or with the comments on the assets and liabilities. The Division of Examinations of the Federal Home Loan
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Bank Board requires that the outline of the scope of audit be in
sufficient detail to enable the Division to determine that the
audit has met the prescribed requirements.
Some of the matters which might be covered in the report are:
General. Comparison of financial position and operating
results with preceding year; comparison of operations with
budget; summary of source of additional funds acquired
(through savings, borrowings, etc.) and investment application. Comments on significant changes in financial position
and on the trends in operating results. Comments on condition of cash liquidity in relation to regulatory requirements.
Schedule of investments, in columnar form, showing beginning balance, purchases, sales, ending balance, market
value and income.
If any subsidiary ledgers were balanced at a time other
than the balance sheet date, such date or dates should be
stated.
Loans. Any important changes in policy with respect to
types of loans made, interest rates, service charges, etc.
Statistics on new loans made during the period.
Summary of loans outstanding, by classes, showing amount,
number, and average balance in comparison with preceding
year or last several years to indicate trends.
Large purchases or sales; concentrations in construction
loans; data on loan commitments.
Loans to directors, officers, employees or parties in which
association officials are known to be interested.
Past-due loans, items in foreclosure, loans which do not
conform to regulatory or policy restrictions (as to appraised
value, location, etc.).
Exceptions noted in examination of loan documents and
collateral.
Deficiencies noted in the follow-up of borrowers for the
payment of taxes, assessments and insurance on mortgaged
properties.
Policy with respect to taking up interest earned but not
collected.
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Circularization of loan balances — showing number,
amount and per cent of requests sent, replies received without exceptions, replies received with exceptions and the
nature and disposition thereof, extent to which second requests were sent, and what was done with balances on which
no replies were received.
Real estate owned (by categories). Summary of changes
during the period.
Policy in determining value recorded for property acquired
in foreclosure.
Policy in regard to depreciation.
Insurance carried.
Summary of income and expense.
Savings accounts. Any important changes in policy during
the period.
Statistics on new accounts.
Summary of accounts, by classes, showing amount, number, and average balance, in comparison with preceding year
or last several years to indicate trends.
Circularization of savings balances — indicating type of
request used (positive or negative), number, amount and per
cent of requests sent, replies received (if positive requests
were used), replies received with exceptions and nature
thereof, whether satisfactorily reconciled, and any other information deemed necessary to clearly indicate the results.
Borrowed funds. Amounts borrowed and repaid during
the period.
Leases. Terms of any long-term leases.
Contingencies. Details of any significant contingent liabilities, claims, suits, etc., not reflected in the accounts.
Reserves. Summary of changes in each account.
Compliance with reserve requirements.
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Appendix A
Financial Statements Prescribed by the
Federal Home Loan Bank Board
Each association that is a member of the Federal Home Loan
Bank System is required to file a prescribed "annual report" with
the Federal Home Loan Bank Board. The financial statements
included in this report are a statement of condition, a statement
of operations, reconcilement of undivided profits or surplus accounts and reconcilement of reserves, together with a number
of supporting schedules. An independent auditor's opinion is not
required on these statements. The form of these prescribed statements is as follows:
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Exhibit A
Statement of Condition
Name of Institution
as of close of business on

, 19

Assets
1-a. First mortgage direct reduction loans
$
b. First mortgage share account sinking fund
loans
c. First mortgage straight loans
d. Accrued interest receivable on first mortgage
loans (unless included above)
e. Advances for taxes, insurance, etc., on first
mortgage loans (unless included above)
2-a. Second mortgage loans (do not include interest or taxes)
b. Accrued interest receivable on second mortgage loans
c. Advances for taxes, insurance, etc., on second
mortgage loans
3-a. Loans secured by shares of this association
b. Loans on deposit accounts and certificates of
investment
c. Accrued interest receivable on items 3-a and
3-b (unless included in 3-a and 3-b)
4-a. Loans on all other security
b. Unsecured loans
c. Accrued interest receivable on items 4-a and
4-b
5-a. Real estate sold on contract
b. Accrued interest receivable on real estate
sold on contract (unless included in 5-a)
c. Advances for taxes, insurance, etc., on real
estate sold on contract (unless included in
5-a)
6. Real estate owned
7. Real estate equitably owned (in dummy
holder)
8. Real estate in judgment and subject to redemption

$

NOTE: Omit items not applicable.
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Statement of Condition (Continued)
Assets (Continued)
9-a.
b.
c.
d.
10.
11.
12-a.
b.
13-a.
b.
14.
15.

Stock in Federal Home Loan Bank
Federal Home Loan Bank obligations
U. S. Government obligations*
Other investment securities
Accrued interest receivable on investments
Cash on hand and in banks
Office building
Less allowance for depreciation
Furniture, fixtures and equipment
Less allowance for depreciation
Deferred charges
Other assets
Total Assets

$

Capital and Liabilities
20.

Withdrawable or free shares
x. Installment share dues credited
$
Deduct—delinquent dues (if carried)
Subtotal
Add—dividends (unless included in 20-x)
,
a. Net free installment shares
b. Optional shares (payments and dividends)
c. Prepaid shares
Add—dividends (unless included in 20-c)
d. Full-paid shares
e. Matured shares
f
g
Total withdrawable or free shares
21. Mortgage pledged shares
Deduct—delinquent dues (if carried)
Subtotal
Add—dividends (unless included in above)
Net mortgage pledged shares

$

NOTE: Omit items not applicable.
*Including evidences of indebtedness issued by any agency or instrumentality of
the United States which by statute are fully guaranteed as to principal and
interest by the United States.
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Statement of Condition (Continued)
22.

Capital and Liabilities (Continued)
Deposits, investment certificates (by classes)

a
b
c
d
23.
24.
25.
a.
b.
26.
27.
28.
29.

Interest accrued on item 22
Advances from Federal Home Loan Bank
Borrowed money
From banks and other associations
From others
Mortgages on real estate owned
Interest accrued on items 24, 25 and 26
Dividends declared, unpaid, and uncredited
Taxes accrued and unpaid on real estate
owned
30. Accounts payable
31. Loans in process
32-a. Advance payments by borrowers for taxes
and insurance (if carried separately)
b. Unapplied mortgage credits
33. Other liabilities
34. Permanent, reserve or guaranty stock
35. Deferred credits to future operations
a. For unearned profit on real estate sold
b. For income collected in advance
c
36. Specific reserves
a. For uncollected interest
b. For junior liens
c
37. General reserves
a. Legal reserve
b. Federal insurance reserve (if insured)
c. For contingencies
d. Bad debt reserve
e
38. Reserve for bonus on shares
39. Undivided profits or surplus
40. Reserve for estimated dividend requirements
41
Total capital and liabilities
NOTE: Omit items not applicable.

Exhibit B
Statement of Operations
For the year

*ended

,

19....

I. Gross Operating Income
1. Interest
a. On mortgage loans—ordinary cash collection
$
b. On mortgage loans—all other
c. On loans on shares, passbooks and certificates
d. On real estate sold on contract
e. On investments and bank deposits
f. Other
2. Premium or commission on loans (current installment and amortizations
only)
3. Appraisal fees, legal fees and initial service charges
4. Other fees and fines
5-a. Gross income from operation of real
estate owned
b. Less—cost of repairs, taxes and maintenance
c. Net income or loss from R.E. owned
(black or red)
6. Gross income from office building
7. Dividends
a. On stock in Federal Home Loan Bank
b. Other dividends
8. Miscellaneous operating income
9. Gross operating income
II. Less Operating Expense
10-a. Compensation to directors, officers, employees, etc.
b. Collection expense (agents, etc.)
11. Legal services—retainer, travel expense
and special services
12. Expense accounts of directors, officers
and employees
13. Rent, light, heat, etc.
*The twelve months ended on date shown on Exhibit A.
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$

Statement of Operations (Continued)
14-a. Repairs, taxes and maintenance of office building
b. Depreciation of office building
15. Furniture, fixtures and equipment, including depreciation
16. Advertising
17. Stationery, printing and office supplies
18. Telegraph, telephone, postage and express
19. Insurance and bond premiums
20. Federal insurance premium (if insured)
21. Audit
22. Supervisory examinations and assessments
23. Organization dues
24. Other operating expense
25. Total operating expense
III. Net Operating Income Before Interest
and Other Charges
IV. Less Interest Charges
26. On deposits, investment certificates, etc.
27. On advances from Federal Home Loan
Bank
28. On borrowed money
29. Total interest
V. Net Operating Income Before
Federal Income Tax
VI. Add Nonoperating Income
30. Dividends retained on repurchases and
withdrawals
31. Profit on sale of real estate
32. Profit on sale of investments
33. Other nonoperating income
34. Total nonoperating income
VII. Net Income After Interest and
Before Other Charges

Statement of Operations

(Continued)

VIII. Less Nonoperating Charges (do not use lines
herein for items capitalized or charged to
reserves)
35. Foreclosure costs and back taxes on real
estate acquired
36. Loss on sale of real estate
37. Loss on sale of investments
38. Other nonoperating charges
39. Total nonoperating charges
IX. Net Income Before Federal Income Tax
40. Less—Federal income tax (as shown
by books)

$

X. Net Income for the Year After
Federal Income Tax
$
(Federal income tax as shown by income tax return filed within the
twelve-month period covered by this
report: $
)
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Exhibit C
Reconcilement of Undivided Profits or Surplus Account
For the year *ended
1.
2.
3.
a.
b.
c.
d.
e.
f.
4.
5.
6.
7.

,

Balance of undivided profits or surplus
at beginning of year
Net income for the year (item X of
Exhibit B)
Less distribution of net profit:
Transfers to reserves
For bonus on shares
$...
Legal reserve
Federal insurance reserve (if insured)
For contingencies
Bad debt reserve

19....
$
$

Total transfers to reserves
To dividends
Balance to undivided profits or surplus
(black or red)
Balance before adjustments
Other additions (itemize)

a
b
c
8. Subtotal
9. Other deductions (itemize)
a
b
10.

Balance of undivided profits or surplus
at end of year

$

*The twelve months ended on date shown on Exhibit A.
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Exhibit D
Reconcilement of Reserves
Description

Legal
Reserve

Balances at beginning of
year
Additions during the year
a. From undivided profits or surplus
b.
c.
d.
Totals

Federal
Insurance
Reserve
$$$$$

$$$$$

Less — deductions during
year
a. Loss on sale of real
estate
b. Loss on sale of investments
c.
d.
e.
Total deductions
Balances at end of year
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$$$
$

Reserve
for Contingencies

Bad
Debt
Reserve

Other

Reserves

Appendix B
Requirements of Federal Home Loan Bank Board
The Federal Home Loan Bank Board, Division of Examinations, has from time to time issued bulletins dealing with audits of
insured institutions. These bulletins contain among other things
the basic minimum requirements for an acceptable audit. The
independent auditor should be familiar with these bulletins and
give due consideration to the requirements contained therein
in the performance of his audit and the preparation of his report. These bulletins can be obtained by writing to the Chief
Examiner of the Federal Home Loan Bank Board district in
which the institution is located.
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Appendix C
Chart of Accounts
The following chart of accounts appears in the Standard Accounting Manual for Savings and Loan Associations published
by the United States Savings and Loan League in co-operation
with American Savings and Loan Institute. It is generally used
by savings and loan associations because it is most descriptive of
their operations.
Accounts not appearing in this classification are usually inserted in their proper places in the general ledger. The accounts
in the general ledger are often divided into groups similar to
those in the chart of accounts, with a tab for each group as
follows:
Assets
Capital and liabilities
Income
Expense
Other accounts
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Account
Number

Titles of General Ledger Accounts
Asset Accounts (Nos. 1000 to 1999)
FIRST MORTGAGE LOANS

1010
1020
1030
1041
1042
1043
1051
1052
1053
1054

Monthly installment loans
Other installment loans
Loans without full amortization
Accrued interest receivable — monthly installment loans
Accrued interest receivable — other installment loans
Accrued interest receivable — loans without full amortization . . .
Advances for taxes, insurance, etc. — monthly installment loans .
Advances for taxes, insurance, etc. — other installment loans . . .
Advances for taxes, insurance, etc. — loans without full amortization
Premiums on loans purchased
JUNIOR LIENS

1110
1111
1112

(1000)

(1100)

Junior liens
Accrued interest receivable — junior liens
Advance for taxes, insurance, etc. — junior hens
OTHER LOANS, SECURED AND UNSECURED

1210
1211
1220
1230
1231
1260
1261

Loans on savings accounts
Accrued interest receivable — loans on savings accounts
FHA Title I improvement loans
Other improvement loans
Accrued interest receivable — other improvement loans
Loans on other security
Interest accrued on loans on other security
R E A L ESTATE OWNED BY ASSOCIATION

1310
1311
1312
1320
1330

(1300)

Real estate sold on contract
Accrued interest receivable — real estate sold on contract
Advances for taxes, insurance, etc. — real estate sold on contract
Real estate owned
Real estate in judgment and subject to redemption
INVESTMENT SECURITIES

1410
1420
1430
1440
1490
1491

(1200)

(1400)

Stock in Federal Home Loan Bank
Federal Home Loan Bank obligations
U. S. Government obligations
Other investment securities
Accrued interest receivable — investment
Premiums paid on investment securities
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Account
Number

Titles of General Ledger Accounts (Continued)
CASH ON HAND AND IN BANKS

1511
1512

(1500)

Petty cash . .
Working fund
Bank
Bank
Bank (Trust Fund)

1521
1522
1529
FIXED ASSETS ( 1 6 0 0 )

1611
1612
1620
1630

Office building - land
Office building — improvements (leasehold improvements)
Furniture, fixtures and equipment
Automobiles, etc
DEFERRED CHARGES

1711
1712
1713
1730

..

(1700)

Prepaid surety bond premiums
Prepaid FSLIC premiums
Other prepaid insurance premiums
Stationery and supplies
OTHER ASSETS

(1900)

1910
1920

Capital and Liability Accounts (2000 to 2999)
CAPITAL ACCOUNTS

2011
2013
2014
2015

(2000)

Installment accounts
Savings accounts
Short-term savings accounts
Profits apportioned to savings accounts (Serial Plan only)
ACCOUNTS PLEDGED FOR MORTGAGE LOANS

2031
2032

Accounts pledged for retirement of mortgage loans (mortgage
pledged shares)
Profits apportioned to pledged accounts (Serial Plan only)
DEPOSITS,

2110
2120
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(2030)

INVESTMENT

CERTIFICATES,

ETC.

(2100)

Account

Number

Titles of General Ledger Accounts (Continued)
ADVANCES F R O M FEDERAL H O M E LOAN BANK

2210
2220

Advances from Federal Home Loan Bank
Interest accrued — advances from Federal Home Loan Bank . .
NOTES AND ACCOUNTS PAYABLE

2311
2312
2318
2319
2321
2322
2330
2340
2350
2351
2352
2353

2435
2440
2445
2470

(2400)

Loans in process
FHA Title I improvement loans in process
Other improvement loans in process
Advance payments by borrowers for taxes and insurance
Advance payments by borrowers for taxes and insurance on serviced loans
Escrow account
Other liabilities
Unapplied mortgage credits
Collections on loans serviced
CAPITAL STOCK

2500
2510

(2300)

Borrowed money —
Bank
Borrowed money —
Bank
Other borrowed money
Interest accrued — borrowed money
Mortgages on real estate owned
Interest accrued on mortgages payable
Distributed earnings payable
Taxes accrued on real estate owned and office building
Accounts payable
Due Federal Reserve Bank
Accrued income taxes
Accrued payroll taxes
OTHER LIABILITIES

2410
2411
2412
2420
2421

(2500)

Permanent, reserve or guaranty stock
Permanent stock paid-in surplus
DEFERRED CREDITS TO FUTURE OPERATIONS

2610
2620
2630
2640

(2200)

(2600)

Unearned profit on real estate sold
Income collected in advance
Unearned discount on improvement loans
Unearned discount on loans purchased
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Account

Number

Titles of General Ledger Accounts (Continued)
SPECIFIC ALLOWANCES

2711
2712
2713
2714
2715
2716
2718

Allowance for uncollected interest
Allowance for junior liens
Allowance for depreciation of office building
Allowance for depreciation of furniture, fixtures and equipment
Allowance for depreciation of automobiles, etc
Allowance for depreciation of real estate owned
Provision for bonus
GENERAL RESERVES

2721
2722
2723
2724

(2720)

General reserve
Federal insurance reserve
Reserve for contingencies
Real estate reserve
UNDIVIDED PROFITS

2810
2811
2820

(2700)

(2800)

Undivided profits
Reserve for redemption of U. S. Bonds
Reserve for estimated distribution of earnings
Income Accounts (3000 to 3999)

3000

Income control account

Detail Income Accounts
OPERATING INCOME

3111
3112
3113
3114
3115
3116
3117
3118
3131
3132
3142
3150
3160
3171
3172
3190
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(3100)

Interest on mortgage loans
Prepayment charges on mortgage loans
Interest on loans on savings accounts
Interest on real estate sold on contract
Interest on investments and bank deposits
Discount earned on property improvement loans
Other interest received
Discounts earned on mortgage loans or contracts purchased . .
Appraisal and inspection fees
Initial service charges
Other fees
Gross income from operation of real estate owned
Gross income from office building
Dividends on stock in Federal Home Loan Bank
Other dividends
Miscellaneous operating income

Account

Number

Titles of General Ledger Accounts (Continued)

Detail Income Accounts
NONOPERATING INCOME

3210
3220
3230
3290

(3200)

Dividends retained on withdrawals
Profit on sale of real estate
Profit on sale of investments
Other nonoperating income
Expense Accounts (4000 to 4999)

4000

Expense control account
OPERATING EXPENSES

4111
4112
4114
4115
4120
4131
4133
4141
4142
4144
4145
4150
4151
4161
4162
4163
4164
4170
4171
4180
4190
4201
4203
4210
4220
4231
4232
4240
4250

(4100-4299)

Compensation — directors
Compensation — officers
Compensation — employees
Contributions to retirement plan
Collection expense
Legal services — retainer
Legal services — special services
Expense accounts — directors
Expense accounts — officers
Expense accounts — employees
Food service expense
Rent
Light and heat, etc
Office building expense — repairs and maintenance
Office building expense — taxes and assessments . .
Office building expense — depreciation
Office building expense — other
Furniture, fixtures and equipment expense
Furniture and fixtures depreciation
Advertising
Stationery, printing and office supplies
Telephone and telegrams
Postage and express
Insurance and surety bond premiums
Federal insurance premiums
Audit and accounting services
Supervisory examinations
Organization dues and subscriptions
Loan expenses
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Account

Titles of General Ledger Accounts (Continued)

Number
4260
4261
4270
4280
4281
4285

Payroll taxes
Franchise and other special taxes
Cash differences
Other operating expenses
Auto, etc., expense
Charitable contributions
R E A L ESTATE EXPENSE

4310
4320
4330
4340
4350
4360

Real
Real
Real
Real
Real
Real

estate
estate
estate
estate
estate
estate

expense
expense
expense
expense
expense
expense

INTEREST CHARGES

4410
4420
4430

— repairs and maintenance
— taxes and assessments
— insurance premiums on real estate owned
— rental commissions and management fees
— other
— depreciation
(4400)

Interest on deposits, investment certificates, etc
Interest on advances from Federal Home Loan Bank
Interest on borrowed money
NONOPERATING CHARGES

4520
4530
4540
4545

(4300)

(4500)

Loss on sale of real estate
Loss on sale of investments
Other nonoperating charges
Bad debts
Other Accounts (5000)

5000
5010
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Profit and loss
Federal income tax
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Index
Accounts payable
36
Accrued interest receivable on loans
30
Advances
For taxes, insurance, etc.
30
From borrowers, for taxes and insurance
37
From Federal Home Loan Bank
35
Appraisal fees
42
Appropriations to general reserves
44
Assessments on mortgage loans
26
Assets, other
33
Audit
Date of
12
Procedures, extension of
49
Audit report
50
Auditor's opinion
53
Adverse
54,55
Qualified
54,55
Unqualified
53
Federal Home Loan Bank Board,
requirements for
55
Financial statements
50, 51, 52
Long-form, contents
Borrowed funds
57
Contingencies
57
General
56
Leases
57
Loans
56
Real estate owned (by categories)
57
Reserves
57
Savings accounts
57
Short-form
53
Bad debts, reserve for
41
Bonus, reserve for
39
Borrowed funds, in audit report
57
Branches
47
Brokers' commissions
43,44
Budget, income and expense
47
Building, office
32
Bylaws
16
Cash
20
Audit of transactions
20,21
Confirmation of
20,21
Count of
20
Delegated disbursements for mortgage settlements
21
Charter
10
Compensation of officers and other
employees
Confirmations
Auditing procedures
From Federal Reserve Bank
Of cash
Of mortgage loans

43
17
18,19
35
21
26

Of savings account loans
30
Of savings accounts
34
Of serviced loans
19
Positive or negative
18, 19
Construction loans
27
Contingencies
In audit reports
57
Reserve for
41
Date of audit
12
Deferred charges
32
Deferred income taxes, provision for 44-47
Delinquent mortgage loans
26
Disbursements, delegation of
21
Dissent, Mr. Chaps'
46,47
Dividends
Declared, unpaid and uncredited
36
On savings accounts
35
Equipment, office
32
Examination by Division of Examinations
11,12
Expenses
43
Budget
47
Extension of audit procedures
49
Federal Home Loan Bank
Advances from
35
Member of
Eligibility
10-11
Rules and regulations for system
11
Stock, investment in
23
Federal insurance
Premiums
42,43
Reserve
41
Federal Reserve Bank, due
38
Federal Savings and Loan Insurance
Corporation
Rules and regulations for
11
Fidelity bonds
17
Financial statements
50,51,52
Fines
42
Franchise taxes, payable
38
Fraud
Discovery of
8-10
Auditor's responsibility for
9
During engagement
14
Relation to internal control
40
General reserves
44
Appropriations to
41
For bad debts
Reporting in the statement of con46
dition
41
Treatment of losses
42
Income
47
Budget
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Income taxes payable
38
Inspection of documents
25,26
Mortgage loans
Savings account loans
29, 30
Insurance
Advances for
30
On mortgage loans
26
Interest
Expense
43
On loans
30,42
Internal control
13
Prevention of fraud
8
Principles of
14
Questionnaire
15
Statement regarding its adequacy
15
7
Introduction
34
Investment certificates
Investments and securities
21
Count of
22
In Federal Home Loan Bank stock
23
In statement of condition
23
Schedule of
21,22
Leasehold improvements, office building
32
Leases, in audit reports
57
Legal reserve
41
Liabilities, other
38
Loans
Accrued interest receivable on
30
Commissions on
42
Commitments on
27
Construction
27
In audit report
56
In process
36
Mortgage (see Mortgage loans)
On savings accounts (see Savings
account loans)
Participation in
27
Premiums on
42
Property improvement
28
Losses, treatment of
41
Membership fees
42
Minutes
16
Mortgage credits, unapplied
37
23
Mortgage loans
26
Assessments
27
Commitments
Confirmation of
26
Construction loans
27
26
Delinquent loans
25,26
Inspection of documents
26
Insurance
27
Loan participation
26
Property taxes
27
Purchase
27
Sale
Schedule of
23
27
Serviced
Subsidiary ledgers
26
24
To directors, officers, etc.
43
Occupancy costs
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Office building, equipment and leasehold improvements
Rentals on
Operating expenses
43
Payrolls
43
Pledged savings accounts
34
Prepaid expenses
32
Property improvement loans
28, 29
Property taxes
On mortgage loans
26
Real estate
Owned and in judgment
31
In audit report
57
Inspection or documents
31
Schedule of
31
Taxes accrued on
36
Rentals earned on
31,32, 42
Sales of
42
Regulation
Federal and state
10
Reserves
Appropriations to, general
44
General (see General reserves)
In audit reports
46
Specific (including deferred credits)
39
Commentary
39
For bonus (to savings account
holders)
39
For uncollected interest
39
Safe deposit box, operations
32,42
Savings accounts
33
Confirmation of
34
Dividends on
35
Held for safekeeping
34
In audit reports
57
Investment certificates
34
Pledged
34
Policy
33
Subsidiary ledgers
33
Savings account loans
29
Confirmation of
34
Inspection of documents
29, 30
Loan policy
29
Schedule of
29
Securities (see Investments and securities)
Service charges
42
Serviced loans
27
Specific reserves (see Reserves, specific)
Stock companies
48
Surplus
42
Taxes
Accrued on real estate owned
36
Advances for
30
Appropriations to general reserves
44
Deductions for losses, in computing
44
Payable, income and franchise
38,44
Transfer fees
42
Unapplied mortgage credits
37
Uncollected interest, reserve for
39
Undivided profits
42

